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Average exchange rate 
for Jan.-June 1974 aie 
U.S. $1.00 = HK$5.068 


KEY ECONOMIC INDICATORS 
D 
% Change C 
Over lst 
A B Half B in 
Item i 1972 1973 HK $ 
INCOME, PRODUCTION, EMPLOYMENT 
GDP @ Current Prices 
GDP @ 1966 Prices 
Per Capita GDP, Current Prices 1,028 
Production (Exports)Maj Mfg Items 
Textiles and made ups i 2oiat 461. 
Clothing 1,084.2 1,449.5 
Plastics: Toys ee Lao 
Flowers 74,1 936 
Electronics: Transistor Radios 163.0 223s 
Components 13352 195. 
Footwear 53.9 ats 
Wigs , 39.8 20. 
Tourist Arrivals, Civilian "000 1,082 1,292 
Average Daily Industrial Wage 1964=100 219 246 
Average Real Daily Wage 1 . 156 153 
Registered Industrial Employment / ‘0909 611 62 
Registered Industrial Vacancies +*/ " 20 13 


MONEY AND PRICES, end of period 


Money Supply 2) 

Bank Deposits fe 
Bank Loans és 
Banks' Prime Lending Rate 6/74 1, 


Public Debt 3/74 3 $ mil 
General Consumers' Price Index ~/ 1964=190 


BALANCE OF TRADE 


Balance of Trade - .4 my -  ~D - 
Domestic Exports, FOB 2,708.0 3,758. 2,263.6 + 40,3 
U. S. Share 1,086.3 A ae 732.4 4 21.5 
Re-exports, FOB a 736.9 1,269. 7239.7 + 46.4 
U. S. Share 64.6 89, 49.9 + 51,9 
Imports, CIF 3,860.2 5,641. 3,519.9 + 44,3 
U. S. Share 460.2 720. 486.7 + 64.8 


Main trade with U. S. ($ mil): first half 1974 Exports to U. S. (FOB)--Textiles and 
clothing: 282; electronic products: 173; plastic toys and dolls: 71; plastic flowers: 
36; metal manufactures: 18; luggage: 17; scientific and optical goods: 16. Imports 
from U. S.--Electronic products: 31; textile fibers (raw cotton, etc.): 61; plastic 


materials: 37; diamonds: 37; air conditioners: 30; textile fabrics: 26; fruits and 
vegetables: 25. 


Footnotes: 


/ Quarterly average. 2/ Notes in circulation plus demand deposits. 
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SUMMARY 


The first half of 1974 saw a higher level of Hong Kong business 
activity than had been expected; prospects for the remainder of 
the year are far from promising. Local manufacturers have strug- 
gled hard to keep export prices down in the face of rising raw 
material costs; they have been assisted in this by minimal wage 
pressures from labor. One result has been a decline in the 
Colony's terms of trade (105 in the Second Quarter of 1974 vs 
117 in the Third Quarter of 1972) and a widening trade deficit 
(US$510 million in the first six months of 1974, compared with 
$323 million in the first half of 1973). 


Hong Kong has made the necessary cost adjustments better than 
most economies, and the inflation that plagued it in 1973 is 
dampening. Its major problem, however, lies in its markets and 
is, hence, beyond its control. Hong Kong manufacturers are 
superb order takers and can produce swiftly and well to speci- 
fications, but they cannot generate the orders. The Colony has 
little choice for the moment but to wait for an improvement in 
the economies of North America and Europe which the current 
consensus appears to place in mid-1975. 


The official HKG prediction for 1974 was, and still is, a 4% 
increase in real national income. When the Arab oil embargo 
was dismantled, this seemed too pessimistic (real GDP increased 
by 8% and 8.6% respectively in 1972 and 1973); the falloff in 
export orders since the middle of 1974 now suggests a probable 
increase of 2% for the whole year. Hong Kong continues to 
worry about its competitive trade position. Trade statistics 
indicate that its position is very solid in quality products 
but less secure in cheaper and less differentiated ones where 
Korea and Taiwan enjoy lower labor costs. The high level of 
capital goods imports through June 1974 indicates that Hong 
Kong will be in a good position when demand for its exports 
improves. 


Owing to devaluation and more aggressive marketing, U. S. 
exports are enjoying an upsurge on the Hong Kong market. 

As of August, they had totalled US$662 million and accounted 
for 14% of Hong Kong's imports from all sources. 





CURRENT ECONOMIC SITUATION AND TRENDS 


The Business Climate -- A Mix of Realism and Pessimism 


The Hong Kong businessman has been put through his paces 

in 1974. In the early part of the year rising raw material 
costs, soaring domestic inflation and tight credit were 
headaches, but he coped. During the summer, relief was in 
sight on the cost front, but a more basic problem -- the 
further softening of his markets -- was beyond his powers, 
and a pall of gloom settled upon the business community. 


The gloom, however, should not be confused with either 
despair or panic. It is a realization that, for the present, 
times are hard, but they will improve. The hardest hit 
sectors have been garments, plastics and electronics, but 

at least the larger firms in these industries are confident 
of weathering the current period of depressed activity 

and expanding again when demand improves. A number of 
smaller firms are, of course, going to the wall; they 

do not have the resources to tide them over. 


Both stoicism and resilience are characteristics of the 
Chinese. These qualities are being put to the test, par- 
ticularly among workers. Since early 1973, they have seen 
their purchasing power eroded by sharp inflation. The 
simultaneous softening of the labor market has prevented 
their catching up through wage increases. Much has been 
made of the role of pro-PRC unions in dampening labor agi- 
tation. It is said that they are following Peking's orders 
not to “rock the boat." Even so, a more important element 
has been the pragmatic realization of labor that the factory 
cannot provide work unless it has orders to fill (this 

also explains the failure of New Left leaders to inflame 
labor on bread and butter issues). This attitude, of course, 
works two ways and if the labor market becomes tight again, 
we can anticipate record wage increases. 


Perhaps because the present is rather bleak, there is a 
great deal of interest in the future. The government has 
pledged itself to improve housing and education on a massive 
scale and to build a mass transit system if costs can be 
kept reasonable. These are all very complicated projects 
and require a considerable length of planning time between 
the fanfare of their announcement and the appearance of 
bricks and mortar. On several occasions, the government 

has reminded the people that these projects are still on 

the tracks. 





Exports -- A Steady Dime. Bie . « « 


Domestic exports for the first six months of 1974 were 40% 
higher in value than for the same period of 1973. Most 

of this, however, was attributable to price increases, and 
export volume increased by only an estimated 4.4%. This 
latter figure compares favorably with performance in 1971 
and almost matches that of 1972. 


The product mix has not varied much in recent years. Tex- 
tiles and garments still accounted for half of all exports, 
while the share of electronic appliances and components 
remained at 13% and that of plastic toys and dolls also 
remained at 7%. Footwear exports, which have been declining 
in recent years, made a partial comeback during this period, 
while wigs have continued their spectacular decline. 


Although Hong Kong's export markets remain fairly concen- 
trated, there has been further diversification, continuing 
the trend of the past two years. In 1973, Hong Kong's 
principal customers (the U. S., the U. K., Germany, Australia, 
and Japan) absorbed 69% of all domestic exports; by June 
1974, this figure had fallen to 65%. The major factor has 
been the behavior of the U. S. market, affected by two 
devaluations and, more recently, a slackening of economic 
activity. In the period January-June 1973, the U. S. took 
37% of Hong Kong's exports, whereas in the same period 

of 1974 the figure was 32.4%. 


If domestic exports grew by a respectable rate during the 
first six months of 1974, there is little hope that this 
performance will be sustained during the remainder of the 
year. Throughout 1974, there has been a steady decline 

in the margin of increase over the exports in the corres- 
ponding month of 1973. In January, this was a remarkable 
figure -- 56.2% -- but by September, it was only 3.2%. 
Since exports normally peak in September or October, 
reflecting seasonal buying patterns, and decline in the last 
two months of the year, Hong Kong appears to be headed 

for something approaching zero export growth in the second 
half of the year. 


Re-exports increased by 46% in the first six months to 
US$730 million. They declined, however, after June and will 
probably not have fared as well as domestic exports by the 
end of the year. This news has been disappointing to those 
who had counted on Hong Kong's resuming its former position 
as the principal entrepot for China trade. Insufficient 
details are available as yet on re-export sources since 





June to comment upon the role of Chinese products in this 

decline. It is worth noting, however, that, in 1973, 

only 25% of Hong Kong's re-exports were of Chinese origin. 
The downturn in 1974 appears to be a function of depressed 
markets and will surely be transitory. 


Imports -- The Barometer Is Falling 


Hong Kong has virtually no natural resources and must import 
Slightly more than its GDP. Since most imports are eventually 
incorporated into exports, they are watched closely as a 

sign of business expectations. Imports rose by 44% in value 
during January-June, to reach US$3.5 billion; the volume 
increase, however, was only 1%. They slackened in July 

and in September were down by 1% from September 1973. 

Given the unit price increases in the intervening period, 

this argues for a sizeable drop in volume. 


During the first half of 1974, Japan and China remained 

Hong Kong's principal suppliers. On the other hand, imports 
from the U. S. jumped by 65% and the U. S. share of the 
market climbed to 14%. The largest increases in U. S. sales 
were registered in raw cotton, plastic raw materials, and 
electronic components. 


Tourism -- Earnings Are Down 


For over a decade, tourism has been Hong Kong's most 
visible source of invisible earnings. Tourist arrivals 
Since 1960 have risen at an average annual rate of 17% 

and in 1973, this growth was 19%. In the first quarter of 
1974, growth dropped to 10%; by June, this had dropped 
further to 5%. The fall months normally bring an upsurge 
in tourists, but Hong Kong -will probably not see the 10% 
growth predicted at the beginning of the year. 


Obviously, lower growth is preferable to an absolute decline, 
but the industry has been so geared to growth in recent years 
that its falloff is having repercussions. Hotels have 

been accustomed to occupancy rates in the high 80's. They 
have fallen to the mid-70's, an average that would make 

most U. S. hoteliers delirious with joy but which often 

fails to meet the high leverage financing demands of Hong 
Kong hotels. 


If hotel operators are having problems, proprietors of 
tourist shops are having more than their share. This 
year's crop of tourists is noticeably more penny-pinching 
and a number of shops have been forced to close. In the 





long-run, this development may be the salvation of the tourist 
industry which needs to cease relying upon the outdated 
image of the Colony as a mine of shopping bargains. 


Finance: Tight Money Persists 


Bank loans and advances increased by 13% to US$5.2 billion 
in the first six months of 1974. This compares with an 
increase of almost 19% in the first half of 1973 and, 
given the high inflation rate between these two periods, 
represents a net contraction. At the same time, high 
interest rates in other markets threatened to attract 
deposits away from Hong Kong. The prime rate which had 
been set at 9-3/4% in September 1973 was raised, in two 
stages, to 12% in July 1974. A slight easing of liquidity 
in the fall and a downtrend in U. S. prime rates permitted 
a drop of 1/2% in late October. 


The stock market has continued its gradual decline through- 
out 1974. Mini-rallies have been followed by further slumps 
and the Hang Seng Index which stood at 453 in January hit 
200 in November. The market principally reflects the pre- 
vailing pessimism of business circles in Hong Kong and 
depressed activity on major stock exchanges around the 
world. 


Government finance has become an issue in 1974. Hong Kong 

is not accustomed to budget deficits, but a deficit in 
financial year 1974/74 appears inevitable. The Financial 
Secretary has pointed out that government expenditures 

are rising faster than national income and has called on 

the community to debate the options of raising taxes and 
cutting expenditures. Predictably, the majority of those 
members of the business community who spoke on the issue 
deplored the prospect of any tax increase while a handful 

of social critics suggested soaking the rich and spending 
reserves. A temporary resolution of the problem was suggested 
in the Governor's annual policy message in which he said that 
a number of capital budget projects will be slowed down but 
that, nonetheless, the government's vital programs for re- 
housing, education, and social welfare would receive the 
highest priority. 


Inflation: The Silver Lining? 


After suffering its worst bout of inflation since World 
War II in 1973 and early 1974, Hong Kong appears to be 
headed for a rather respectable degree of price stability 





in the current era of double digit inflation. Any dis- 
cussion of Hong Kong's Consumer Price Index must take into 
account two factors: the weight accorded food; and the 
acute seasonal fluctuations. Food is given a weight of 
48.3%. Some critics believe this is unreasonably high, 
but in its investigations preparatory to establishing a 
new index, the Census & Statistics Department found that 
families, in fact, were spending a larger proportion of 
income on food than they had when the current index was 
formulated. Chinese cuisine depends largely upon fresh 
ingredients which means that seasonal availabilities heavily 
influence prices. Food prices traditionally have risen 
through the first 8 or 9 months of the year, then declined 
as crops ripened and the passing of the typhoon season 
lessened disruption of distribution. 


These factors help explain the erratic behavior of prices 
in 1973. As of September, the cost of living had increased 
by 26%; subsequently prices declined and by the end of the 
year the increase was a little less than 20%. Prices rose 
rapidly again in early 1974, but peaked in July rather than 
September. The July index was 13.5% above that for both 
July and December 1973. By September, it was only 10% 


above December 1973 and only 3.3% above September 1973. 

If food prices continue to decline through the rest of 1974, 
as they have in past years, the average cost of living 
increase for 1974 should be in the range of 8-10% which 

is a great improvement over 1973 performance and appears 

to be a degree of stability somewhat in advance of that 
found in competing economies. 


The fact that Hong Kong's price performance is improving 

is a tribute to the adjustment mechanism of its economy. 
This has not, however, been without its cost. In the face 
of softening export markets, manufacturers have had to cut 
production and reduce working hours. Registered employment 
in June 1974 was 5% lower than in June 1973 and has declined 
further in subsequent months. Wage pressures have been 
reduced and wage increases have been lower than that of the 
cost of living. Real industrial wages in March 1974 had 
declined to 1970 levels. 


Soaring rent increases, which seemed to have become a perma- 
nent feature of the economic landscape in 1971 and 1972, have 
slackened considerably in the past year. Domestic rents have 
been subject to controls since December 1973 but the rents 
for commercial and industrial premises, which are not subject 
to controls, have also risen more moderately. The rental 
situation, combined with spiraling costs for materials (an 
increase of 200% since 1969) and tighter money, has signifi- 
cantly dampened new construction starts. 





IMPLICATIONS FOR THE UNITED STATES 


Trade Prospects 


The very good 1973 performance of U.S. exports in the Hong 
Kong market has been surpassed in 1974. The US$720 million 
figure achieved in 1973 represented an increase of 42.6% 
over 1972. As of August 1974, U.S. exports totalled $662 
million and were running 62% ahead of the same period of 
1973. In 1973, the U.S. trade deficit with Hong Kong shrank 
for the first time in a decade; the gap promises to be even 
narrower in 1974. 


Hong Kong is a good market for U.S. raw materials, food and 
Machinery. In the past year it has also increased its intake 
of U.S. consumer goods. 


Among agricultural products, the largest gains have been 
registered in raw cotton and oranges. Raw cotton imports 
for the first half of 1974 totalled 216,000 bales worth 
US$54 million, an increase of 210% over the same period 

of 1973. Oranges increased by 16% to US$15 million. Im- 
ports of unset diamonds increased by 6%, while tobacco rose 
by 41%. 


Electronic components and parts remain the largest portion 
of Hong Kong's imports from the U.S. In January-June 1974, 


they totalled US$82 million, an increase of 31% over the 
first half of 1973. Plastic raw materials grew by 220% to 
$37 million. 


In October 1973, the Consulate General and the American Chamber 
of Commerce jointly mounted an American Fortnight, using a 
variety of sales points, cultural events and exhibition stalls 
to acquaint Hong Kong buyers with American products. The ef- 
fects of the Fortnight on U.S. consumer goods has been sustained. 


Household appliances and fashion garments and most department 
store items can find a market in Hong Kong. 


Other U.S. products with good prospects in this market in- 


clude: Office equipment, building and plumbing supplies, 
electromotive systems, materials handling equipment, elec- 
tronics industry capital equipment, food processing and 


packaging equipment, industrial security equipment and retail 
store equipment. Although there are indications that some 


portions of the government's extensive public works program 
will be delayed, they still offer excellent opportunities for 
U.S. firms to market engineering and design services, particu- 
larly for those firms that are willing to maintain Hong Kong 
offices. 





Wanted: Foreign Investment 


With high labor costs, the Hong Kong economy must move into 
more capital-intensive production to remain competitive. 

The HKG has demonstrated an increasing desire for medium and 
high technology industrial investments, particularly those 

that will spin off productive and managerial know-how. Al- 
though Hong Kong has an abundance of both capital funds and 
entrepreneurs, it has a shortage of managers acquainted with 
high technology production and looks to foreign investment to 
fill this gap. The Colony has several attractions for investors -- 
its location, shipping and communications facilities, absence 
of tariffs, low taxation and policies which interfere as little 
as possible with business decisions -- but it suffers a major 
drawback for industrial investment in its high land costs. 


To make land available for the type of undustry it wants to 
attract, the Hong Kong Government made several changes in its 
land sale policy during 1973 and early 1974. End-use restric- 
tions, to limit potential bidders, were used at first. By the 
end of 1973, the HKG decided to by-pass the auction system al- 
together and enter into a "private treaty" with the right sort 
of investor. In early 1974, it was announced that, as part of 
its program to build satellite towns anddisperse both the popu- 
lation and industry, the HKG would develop industrial parks 

and either sell or rent industrial space at attractive rates. 
In response to these changes, some large U.S. investors, in- 
cluding Outboard Marine and Dow, have decided to make substantial 
industrial investments in Hong Kong. Others are anticipated, 


particularly those who wish to produce for the Southeast Asian 
market. 


With over 500 firms and an estimated total investment in the 
neighborhood of $500 million, the U.S. has the largest bloc 
of foreign investment in the Colony. The majority of U.S. 
firms are regional sales and/or administrative headquarters, 
but over 150 are engaged in manufacturing and represent over 
40% of foreign industrial investment in Hong Kong. In recent 
years, a number of smaller U.S. firms have moved elsewhere, 
but have been replaced by larger ones. With the prospect of 
more stable rents for both commercial and domestic premises, 


it is expected that more U.S. investors will settle in Hong 
Kong. 
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